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REVIEW OF THE MONTH
Excess reserves of member banks have
been in extraordinarily large volume for
many months as a consequence
Increase in of an inflow of gold from
abroad. The problems raised
by these reserves have long
been under consideration by the Board of
Governors. In order to change a part of the
excess reserves into required reserves and
thus to eliminate the possibility of this part
of the reserves becoming the basis of an
injurious credit expansion, the Board on
July 14 decided to exercise its power under
the Banking Act of 1935 to raise member
bank reserve requirements. The considera-
tions that led the Board to adopt this course
of action are presented in a statement to the
press, which was issued on July 14 for pub-
lication the following day, the text of which
is as follows:
'The Board of Governors of the Federal







s follows: on demand
deposits at banks in central
reserve cities, from 13 percent to 19^ per-
cent; at banks in reserve cities, from 10 per-
cent to 15 percent; and at "country" banks,
from 7 percent to IOV2 percent; on time de-
posits at all banks, from 3 percent to 41/2
percent. These increases, which amount to
50 percent of present reserve requirements,
will become effective after the close of busi-
ness on August 15, 1936.
"This action eliminates as a basis of possi-
ble injurious credit expansion a part of the
excess reserves, amounting at present to ap-
proximately $3,000,000,000 and expected to
increase to nearly three and a half billions by
the time this action takes effect. These ex-
cess reserves have resulted almost entirely
from the inflow of gold from abroad and not
from the System's policy of encouraging full
recovery through the creation and main-
tenance of easy money conditions. This easy
money policy remains unchanged and will
be continued.
"The part of the excess reserves thus elimi-
nated is superfluous for all present or pros-
pective needs of commerce, industry, and
agriculture and can be absorbed at this time
without affecting money rates and without
restrictive influence upon member banks,
practically all of which now have far more
than sufficient reserves and balances with
other banks to meet the increases. Further-
more, by this action the remaining volume of
excess reserves, which will still be larger
than at any time in the System's history
prior to the recent large inflow of gold, is
brought within the scope of control by the
Federal Open Market Committee which, as
constituted by the Banking Act of 1935, con-
sists of the members of the Board of Gov-
ernors and five representatives elected re-
gionally by the Federal Reserve banks.
"Excess reserves are the funds held by
member banks on deposit with the Federal
Reserve banks in excess of the amounts re-
quired by law. Total reserve deposits of
member banks at the present time are $5,-
900,000,000, of which $2,900,000,000 are
required reserves and $3,000,000,000 excess
reserves. According to present indications
it is estimated that total reserves are likely
to increase by as much as $400,000,000 be-
fore the increase in reserve requirements
goes into effect on August 15, bringing the
estimated total of reserves at that time to ap-
proximately $6,300,000,000. By the present
action required reserves will be increased by
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$1,450,000,000, or from $2,900,000,000 to
$4,350,000,000. This will leave excess re-
serves of approximately $l,900,000,000.
1
Therefore, even after the increase in reserve
requirements has gone into effect, member
banks will still have a larger volume of ex-
cess reserves than at any time prior to the
recent large gold imports.
"Present excess reserves of approximately
$3,000,000,000 are likely to increase to a
new peak of nearly three and a half billions
by the time the increase in reserve require-
ments becomes effective because of an ex-
pected reduction in Treasury balances and a
decrease in money in circulation, which at
the present time is exceptionally high owing
to the large disbursements in connection
with the cashing of veterans' service bonds.
"The portion of existing excess reserves,
which will be absorbed by the Board's ac-
tion, if permitted to become the basis of a
tenfold or even larger expansion of bank
credit, would create an injurious credit ex-
pansion. It is for this reason that the Board
decided to lock up this part of the present
volume of member bank reserves as a meas-
ure of prevention on the one hand and of
further encouragement to sound business re-
covery and confidence in the long-term in-
vestment market on the other hand.
"The present is an opportune time for the
adoption of such a measure. While there is
now no excessive credit expansion, since the
excess reserves have not been utilized, later
action when some member banks may have
expanded their loans and investments and
utilized their excess reserves might involve
the risk of bringing about a severe liquida-
tion and of starting a deflationary cycle. It
is far better to sterilize a part of these super-
fluous reserves while they are still unused
than to permit a credit structure to be
erected upon them and then to withdraw the
foundation of the structure.
"Thorough surveys made by the Board
show that the reserves are so well distributed
1 For estimate made on a later date see table on p. 617.
that practically all member banks are in a
position to meet the increased requirements
ither by utilizing their excess balances with
the Reserve banks or by drawing upon their
excess balances with correspondent banks.
"In the light of recent experience and in
view of the fact that after the increase in re-
quirements goes into effect member banks
will still have approximately $1,900,000,000
of excess reserves, the Board is convinced
that this action will not affect easy money
conditions now prevailing. It does not con-
stitute a reversal of the easy money policy
which has been pursued by the System since
the beginning of the depression. Rather it
is an adjustment to a changed reserve situ-
ation brought about through the extraordi-
nary inflow of gold from abroad.
"The prevailing level of long-time interest
rates, which has been an important factor
in the revival of the capital market, has been
due principally to the large accumulations of
idle funds in the hands of individual and in-
stitutional investors. The supply of invest-
ment funds is in excess of the demand. The
increase in reserve requirements of member
banks will not diminsh the volume of de-
posits held by these banks for their customers
and will, therefore, not diminish the volume
of funds available for investment. The
maintenance of an adequate supply of funds
at favorable rates for capital purposes, in-
cluding mortgages, is an important factor
in bringing about and sustaining a lasting
recovery.
"The reduction of excess reserves to an es-
timated level of approximately $1,900,000,-
000 brings them within the scope of control
through the System's open-market portfolio
which consists of $2,430,000,000 of United
States Government securities. Frequent
changes in reserve requirements of member
banks should be avoided because they affect
all banks regardless of their reserve position.
At this time an increase can be made equi-
tably because reserves are widely distributed.
Unless large additional increases in reserves
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occur through gold imports or otherwise, no
occasion for further adjustments in reserve
requirements is likely to arise in the near
future.
"For current adjustments of the reserve
position of member banks to changes in the
credit situation the Reserve System should
continue to rely on the traditional methods
of credit control through discount policy and
particularly through open-market operations.
By the present action excess reserves will
be reduced to within the amount that could
be absorbed through open-market operations,
should such action become desirable. Con-
versely, should conditions develop requiring
expansion of reserves, they could be in-
creased through open-market operations.
'The Board of Governors believes that the
action taken at this time will give assurance
for the continued encouragement of full re-
covery."
The supplement to the Board's Regulation
D, which officially establishes the new re-
serve requirements, is printed on page 624
of this issue of the BULLETIN.
The present volume of excess reserves has
resulted from a number of developments of
the period since the autumn
Growth of of 1929. Additional reserves
were created from 1929 to
1933 through purchases of
United States Government securities by the
Federal Reserve banks as a part of the Sys-
tem's policy to ease money conditions with
a view to counteracting deflationary forces
and encouraging recovery. In the autumn
of 1933, when excess reserves had increased
to $800,000,000, the System discontinued its
open-market purchases. Since that time the
principal source of additions to member
bank reserves has been importation of gold
from abroad. These facts are illustrated
by the chart, which shows United States Gov-
ernment security holdings of the Federal Re-
serve banks, cumulated gold imports, and
excess reserves from 1932 to 1936. It is
clear from the chart that until the autumn
excess reserves
since 1931
of 1933 increases in excess reserves corre-
sponded to purchases of United States Gov-
ernment securities by the Reserve banks, and
after that time to other factors, principally
gold imports.
In addition to gold imports member bank
reserves since January 1934 were increased
by additions to the monetary gold stock from
domestic production and other domestic
sources, amounting to about $400,000,000,
and by the issuance of about $700,000,000 of
silver coin and currency by the Treasury.
SOURCES OF EXCESS RESERVES
MILLIONS OF DOLLARS
1932 1933 1934 1935 1936
All figures are for end-of-month dates, except estimate for
August 15, 1936. Cumulated gold imports are imports minus
exports since December 31, 1931.
Of the reserves originating from these
sources $900,000,000 was employed by mem-
ber banks in meeting an increase in the de-
mand for money in circulation and $1,000,-
000,000 in meeting an increase in required
reserves arising from the growth in member
bank deposits. Changes in the various fac-
tors affecting the volume of member bank
excess reserves from 1930 to date are shown
in the chart on page 622 of this BULLETIN.
Excess reserves increased to a maximum
of about $3,300,000,000 in December 1935.
After that they declined in consequence of a
large increase in Treasury balances with
Federal Reserves banks and during the first
half of 1936 were generally less than $3,000,-
000,000. They fluctuated considerably during
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Limits of
expansion
the year largely in response to Treasury op-
erations. In the last week of July excess re-
serves again exceeded $3,000,000,000, repre-
senting an increase of $1,000,000,000 since
the middle of June, reflecting principally
payments by the Treasury in cashing vet-
erans' adjusted service bonds. Continued
payments by the Treasury from its balances
with Federal Reserve banks are expected
further to increase member bank reserve
balances during the next few weeks.
As indicated by the Board in its statement,
the increase in reserve requirements is not
a reversal of the easy-money
policy pursued by the System
since the beginning of the de-
pression, and the Board is convinced that it
will not affect easy money conditions now
prevailing. Developments since the Board's
announcement of the increase in reserve re-
quirements have been in accordance with its
expectations. Money conditions have con-
tinued to be easy.
After the action of the Board goes into
effect the member banks will still have nearly
$2,000,000,000 of excess reserves which could
serve as a basis of credit expansion. The
volume of member bank deposits which this
amount of excess reserves will support on
the new basis of reserve requirements is
approximately $16,000,000,000, representing
a 50 percent increase in the present volume
of member bank deposits, an amount that
would be ample to meet all present and pro-
spective demands for bank credit for busi-
ness recovery.
This volume of potential additional de-
posits contrasts with the amount of deposits
that could have been supported by the excess
reserves prior to the Board's action. On the
basis of $3,500,000,000 of excess reserves the
increase in deposits at the old ratio could
have been as much as $42,000,000,000, an
increase which would have considerably
more than doubled the existing volume of
deposits.
The decrease in possible expansion since
the Board increased requirements is due not
only to the elimination from excess reserves
of about $1,500,000,000 but also to a reduc-
tion in the ratio of expansion on the basis of
the remaining reserves. In recent years this
ratio has been approximately 12 to 1, while
after the new requirements go into effect it
will become 8 to 1. The 12 to 1 ratio is one
that has actually prevailed between required
reserves and total deposits subject to reserve
requirements. The average amount of re-
serves that member banks were required to
hold against deposits subject to reserves in
March 1936 was 8.4 percent. After the
Board's action goes into effect the percent-
age will be approximately 12.6 percent. That
is, broadly speaking, every $100 of deposits
under the old requirements was supported
by $8.40 of required reserves, or putting it
the other way, every dollar of required re-
serves supported $12 of member bank de-
posits, while under the new requirements
every dollar of required reserves will sup-
port only $8 of deposits. The Board's ac-
tion, therefore, in addition to removing a
superfluous amount of existing reserves, has
placed a lower limit on the possible ex-
pansion on the basis of the remaining re-
serves, and consequently has increased the
effectiveness of the System's control of future
credit expansion.
An important reason why the increase in
reserve requirements could be made at this
time without a tightening ef-
Distribution of f ect on cre(jit conditions is the excess reserves
prevailing wide distribution
of excess reserves among all classes of mem-
ber banks in all parts of the country and
among individual member banks. The fol-
lowing table shows the distribution of excess
reserves among the various classes of mem-
ber banks in the first half of July, together
with estimates made on July 31 for this dis-
tribution in the last half of August, after the
increase in requirements will become effec-
tive:
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EXCESS RESERVES OF MEMBER BANKS
[Daily avers
Central reserve city banks
Reserve city banks
"Country" banks __ _.
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As nearly as can be estimated, the amount
of excess reserves of all member banks in
the latter part of August will be about 40
percent above requirements. At central re-
serve city banks the percentage will be ap-
proximately 30, at reserve city banks 40, and
at ''country" banks 60.
Not only do all the groups of banks have
sufficient excess reserves to meet the increase
in requirements and still have ample excess
reserves but nearly all individual member
banks are in the same position. Surveys
made by the Board indicate that nearly all
of the banks will be able to meet the increase
in requirements either by utilizing their
excess balances with the Reserve banks
alone, or utilizing them and in addition with-
drawing a part of their balances with corre-
spondent banks. These balances have approx-
imately doubled in recent years. The survey
shows also that most of the banks that are
likely to lose reserves through withdrawal of
funds by correspondents have excess reserves
sufficient to meet not only the increase in
their own requirements, but also any prob-
able withdrawals by correspondent banks.
A survey made last March showed that all
but 132 banks could meet a 50 percent in-
crease in requirements by using their bal-
ances with the Federal Reserve banks and
not more than one-half of their balances with
correspondents. The amount that the 132
banks would require in addition to their
reserve balances was about $215,000,000, of
which $87,000,000 would be required by
banks in New York City and the remainder
by other banks. For meeting this require-
ment of about $125,000,000 banks outside
of New York City have in the aggregate
nearly $4,000,000,000 of balances with corre-
spondents.
The course of open-market rates on com-
mercial paper, yields on high-grade corporate
bonds, and rates charged by
Money rates bankg {n leading cjtieg to thejr customers is shown on the chart. It brings
out the fact that since the autumn of 1929
except during the banking crisis of 1933
all classes of interest rates have declined con-
tinuously, with a brief interruption in the
autumn of 1931 when England and a num-
ber of other countries suspended specie pay-
ments and gold was leaving this country in
large volume.
By the spring of 1934 the open-market
rate on 4-6 months' commercial paper had
fallen to less than 1 percent, as compared with
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Alonthly figures; customers' rates are averages of prevailing
rates charged by banks in 36 cities; bond yields are averages
of daily figures based on Moody's Aaa bond.s.
on 90-day acceptances, which was as high as
514 percent in the middle of 1929, had been
reduced to below one-fourth of 1 percent.
Rates charged by banks on customer loans fell
to less than 4V£ percent on the average, as
compared with 6 percent in 1929. Yields on
high-grade corporate bonds were reduced to
4 percent, as compared with about 4% per-
cent in 1929, and yields on United States
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Government and municipal government
bonds decreased correspondingly.
Since the middle of 1934, customer rates
and bond yields, which do not respond
promptly to the pressure of abundant funds,
have shown further declines. Short-term
rates in the open market, on the other hand,
which quickly reflect changes in the volume
of available funds, have continued at the
record low levels reached in the middle of
1934, with but slight further reduction.
After the announcement by the Board of
the increase in reserve requirements rates
on 90-day bills advanced from one-eighth of
1 percent to three-sixteenths of 1 percent.
Current bids for weekly offerings of Treas-
ury bills continued to be at a discount of less
than one-fourth of 1 percent, and yields on
United States Government bonds showed
little change. Rates at which issues of cor-
porate bonds have been marketed since the
announcement of the increase in reserve re-
quirements have shown no effect of the
change.
Early in 1935 the capital market, which
had been inactive for several years, began
to show increasing activity.
Investment New security issues have been
chiefly for refunding of out-
standing obligations at lower
rates. Issues of securities for refunding pur-
poses in 1935 greatly exceeded those of any
other post-war year, and in the first half
of the current year the amount of such issues
increased further. New issues of securities,
both stocks and bonds, by domestic corpora-
tions for working capital purposes, expan-
sion of plant and equipment, and repayment
of bank loans have also increased, although
they are still relatively small by comparison
with other periods.
The low level of long-term interest rates,
which has been an important factor in the
revival of the capital market, has been due
principally to the large accumulation of idle
investment funds. These accumulations of
idle funds are in the form of bank deposits
and currency held by individuals, business
concerns, and institutional investors. Growth
of these funds in the past few years has been
the result in part of the limited amount of
investment during the early stages of the
depression and in part of the general growth
of deposits.
The existence of these large accumulations
of idle funds was shown by a study recently
made under the Board's supervision. This
study covered changes in large deposit ac-
counts at 98 large member banks in 37 cities.
The 98 banks covered held at the end of 1935
individual demand deposits aggregating
about $11,000,000,000 and included all but
two of the member banks which had such
deposits of more than $22,000,000 at the
end of 1935. Reports were obtained as of
two dates, October 25, 1933, and November
1, 1935. Nearly 9,200 identical accounts
were classified on the two dates covered,
aggregating about $5,250,000,000 on Novem-
ber 1, 1935. The reports covered for the two
largest banks accounts of more than $500,-
000 on either date, for 8 other large banks
accounts of over $250,000, and for the re-
maining 88 banks accounts of over $100,000.
In the period between the two report dates
balances in these identical large accounts in-
creased by approximately 50 percent. Al-
most half of the increase occurred in "finan-
cial" deposits of individuals, insurance com-
panies and other financial corporations, ex-
cluding banks, but including deposits of the
reporting banks' own trust departments.
The proportion of such deposits to the total
amount of large deposits covered by the
survey increased slightly during the period
and amounted to somewhat more than one-
third of the total on November 1, 1935.
These deposits represent funds held almost
entirely for the purpose of investment.
They exclude business accounts, such as those
of concerns and individuals engaged in the
production, transportation, and selling of
goods or in public utilities or other service
industries.
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Growth of
bank deposits
This growth in deposits of financing insti-
tutions and other investors since 1933 has
been a part of the general
growth of all classes of de-
posits. The most important
factors in this increase have been the expan-
sion in total loans and investments of banks,
almost entirely through the purchase of di-
rect and guaranteed obligations of the United
States Government, and the import of gold
from abroad.
Between June 30, 1933, and March 4,
1936, total demand and time deposits of all
banks in the United States, excluding inter-
bank deposits, increased by about $11,000,-
000,000 to a total of nearly $49,000,000,000,
compared with $55,000,000,000 in 1929. The
figure for 1929 includes an exceptionally
large volume of items in process of collection,
and for a fair comparison with deposits in
1936 it should be reduced by as much as
$2,000,000,000. Reports from member banks
in 101 leading cities indicate that a further
marked increase in deposits has taken place
during recent months. In addition deposits
held by the Postal Savings System outside
of banks have increased by about $1,000,-
000,000, and the amount of currency in cir-
culation outside banks has increased by about
$1,500,000,000 since 1929. It would appear,
therefore, that the amount of deposits and
currency now held by the general public
is as large as it has been at any previous
time.
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